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STATEMENT O F
POSITION 9 8 - 9

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

December 22, 1998

Modification of SOP 97-2,
Software Revenue Recognition,
With Respect to Certain
Transactions

Issued by the
Accounting Standards Executive Committee

NOTE
Statements of Position on accounting issues present the
conclusions of at least two thirds of the Accounting Standards Executive Committee, which is the senior technical
body of the Institute authorized to speak for the Institute
in the areas of financial accounting and reporting. Statement on Auditing Standards No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting
Principles in the Independent Auditor's Report, identifies
AICPA Statements of Position that have been cleared by
the Financial Accounting Standards Board as sources of
established accounting principles in category b of the
hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the
accounting principles in this Statement of Position if a different accounting treatment of a transaction or event is not
specified by a pronouncement covered by rule 203 of the
AICPA Code of Professional Conduct. In such circumstances, the accounting treatment specified by the Statement of Position should be used, or the member should be
prepared to justify a conclusion that another treatment better
presents the substance of the transaction in the circumstances.
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SUMMARY
This Statement of Position (SOP) amends paragraphs 11
and 12 of SOP 97-2, Software Revenue Recognition, to require
recognition of revenue using the "residual method" when
(1) there is vendor-specific objective evidence of the fair
values of all undelivered elements in a multiple-element
arrangement that is not accounted for using long-term contract accounting, (2) vendor-specific objective evidence of
fair value does not exist for one or more of the delivered elements in the arrangement, and (3) all revenue-recognition criteria in SOP 97-2 other than the requirement for
vendor-specific objective evidence of the fair value of each
delivered element of the arrangement are satisfied. Under
the residual method, the arrangement fee is recognized as
follows: (1) the total fair value of the undelivered elements,
as indicated by vendor-specific objective evidence, is
deferred and subsequently recognized in accordance
with the relevant sections of SOP 97-2, and (2) the difference between the total arrangement fee and the
amount deferred for the undelivered elements is recognized as revenue related to the delivered elements.
Effective December 15, 1998, this SOP amends SOP 98-4,
Deferral of the Effective Date of a Provision of SOP 97-2,
Software Revenue Recognition, to extend the deferral of
the application of certain passages of SOP 97-2 provided by
SOP 98-4 through fiscal years beginning on or before
March 15, 1999. .
All other provisions of this SOP are effective for transactions entered into in fiscal years beginning after March 15,
1999. Earlier adoption is permitted as of the beginning of
fiscal years or interim periods for which financial statements or information have not been issued. Retroactive application of the provisions of this SOP is prohibited.
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FOREWORD
The accounting guidance contained in this document has
been cleared by the Financial Accounting Standards Board
(FASB). The procedure for clearing accounting guidance in
documents issued by the Accounting Standards Executive
Committee (AcSEC) involves the FASB reviewing and discussing in public board meetings (1) a prospectus for a project to develop a document, (2) a proposed exposure draft
that has been approved by at least ten of AcSEC's fifteen
members, and (3) a proposed final document that has been
approved by at least ten of AcSEC's fifteen members. The
document is cleared if at least five of the seven FASB members do not object to AcSEC undertaking the project, issuing the proposed exposure draft, or, after considering the
input received by AcSEC as a result of the issuance of the
exposure draft, issuing a final document.
The criteria applied by the FASB in their review of proposed
projects and proposed documents include the following.
1. The proposal does not conflict with current or proposed accounting requirements, unless it is a limited
circumstance, usually in specialized industry accounting, and the proposal adequately justifies the departure.
2. The proposal will result in an improvement in practice.
3. The AICPA demonstrates the need for the proposal.
4. The benefits of the proposal are expected to exceed
the costs of applying it.
In many situations, prior to clearance, the FASB will propose
suggestions, many of which are included in the documents.

Modification of SOP 97-2, Software
Revenue Recognition, With Respect to
Certain Transactions
Introduction and Background
1.

On October 27, 1997, the AICPA Accounting Standards
Executive Committee (AcSEC) issued Statement of Position (SOP) 97-2, Software Revenue Recognition.

2.

Paragraph 10 of SOP 97-2 states that, if an arrangement includes multiple elements, the fee should be allocated to the
various elements based on vendor-specific objective evidence of fair value. Vendor-specific objective evidence of
fair value is limited to the following:
a. The price charged when the same element is sold
separately
b. For an element not yet being sold separately, the
price established by management having the relevant authority (it must be probable that the price,
once established, will not change before the separate
introduction of the element into the marketplace)

3.

Paragraph 12 of SOP 97-2 requires deferral of all revenue
from multiple-element arrangements that are not accounted for using long-term contract accounting if sufficient vendor-specific objective evidence does not exist for
the allocation of revenue to the various elements of the
arrangement.

4.

This SOP amends that guidance to require recognition of
revenue in accordance with the "residual" method in the
limited circumstances described in paragraph 5 of this SOP.
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Scope
5.

This SOP applies only to multiple-element arrangements in
which ( a ) a software element or other delivered element is
sold only in combination with one or more other elements
that qualify for separate accounting pursuant to SOP 97-2,
(6) vendor-specific objective evidence of fair value does not
exist for one or more of the delivered elements, and ( c )
there is vendor-specific objective evidence of the fair value
of each of the undelivered elements determined pursuant
to paragraphs 10, 37, 57, and 66 of SOP 97-2.

Conclusions
6.

The following changes are made to SOP 97-2.
a. The following sentence is added to the end of paragraph 11 of SOP 97-2.
Moreover, to the extent that a discount exists, the
residual method described in paragraph 12 [of
SOP 97-2] attributes that discount entirely to the
delivered elements.
b. The following is added to the end of paragraph 12 of
SOP 97-2.
•
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There may be instances in which there is vendorspecific objective evidence of the fair values of all
undelivered elements in an arrangement but vendor-specific objective evidence of fair value does
not exist for one or more of the delivered elements
in the arrangement. In such instances, the fee
should be recognized using the residual method,
provided that (a) all other applicable revenue
recognition criteria in this SOP [SOP 97-2] are met
and (6) the fair value of all of the undelivered elements is less than the arrangement fee. Under the
residual method, the arrangement fee is recognized
as follows: (a) the total fair value of the undelivered
elements, as indicated by vendor-specific objective
evidence, is deferred, and (b) the difference between the total arrangement fee and the amount
deferred for the undelivered elements is recognized
as revenue related to the delivered elements.

c. The following example is added to appendix A of SOP
97-2, following "Multiple-Element Arrangements—
Products and Services—Example 3."
Multiple-Element Arrangements—Products and
Services—Example 4

Facts
A vendor sells software product A for $950. The license arrangement for product A always includes
one year of "free" PCS [postcontract customer
support]. The annual renewal price of PCS is $150.

Revenue Recognition
Assuming that, apart from the lack of vendor-specific objective evidence of the fair value of the delivered software element, all applicable revenue
recognition criteria in this SOP [SOP 97-2] are
met, revenue in the amount of $150 should be deferred and recognized in income over the one-year
PCS service period. Revenue of $800 should be allocated to the software element and recognized
upon delivery of the software.

Discussion
Vendor-specific objective evidence of the fair value
of the software does not exist because the software
is never sold separately. Consequently, sufficient
vendor-specific objective evidence of fair value
does not exist for the allocation of revenue to the
various elements based on their relative fair values. Paragraph 12 of this SOP [SOP 97-2] states,
however, that the residual method should be used
when there is vendor-specific objective evidence of
the fair values of all undelivered elements; all
other applicable revenue recognition criteria in
this SOP [SOP 97-2] are met; and the fair value of
all of the undelivered elements is less than the
total arrangement fee.
If there had been vendor-specific objective evidence
of the fair value of the delivered software but not of
the undelivered PCS, the entire arrangement fee
would be deferred and recognized ratably over the
contractual PCS period in accordance with paragraphs 12 and 58 [of SOP 97-2].

7.

Paragraph 5 of SOP 98-4, Deferral of the Effective Date of a
Provision of SOP 97-2, Software Revenue Recognition, is
replaced with the following.
The second sentences of paragraphs 10, 37, 41, and 57 of
SOP 97-2, which limit what is considered VSOE [vendorspecific objective evidence] of the fair value of the various elements in a multiple-element arrangement, and
the related examples noted in paragraph 3 of this SOP
[SOP 98-4] need not be applied to transactions entered
into before fiscal years beginning after March 15, 1999.

8.

All provisions of SOP 97-2 for software transactions outside the scope of this SOP and all other provisions of SOP
97-2 for transactions within the scope of this SOP should
be applied as stated in SOP 97-2.

Effective Date and Transition
9.

The provisions of this SOP that extend the deferral of the application of certain passages of SOP 97-2 are effective December 15, 1998. All other provisions of this SOP are effective for
transactions entered into in fiscal years beginning after
March 15, 1999. Earlier adoption is permitted as of the beginning of fiscal years or interim periods for which financial
statements or information have not been issued. Retroactive
application of the provisions of this SOP is prohibited.
The provisions of this Statement need not
be applied to immaterial items.

Background Information and Basis for
Conclusions
10.

SOP 97-2, Software Revenue Recognition, was issued on
October 27, 1997, and became effective for transactions
entered into in fiscal years beginning after December 15,
1997, with earlier application encouraged.

11.

Paragraph 10 of SOP 97-2 provides that, if a software
arrangement includes multiple elements, the fee should be
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allocated to the various elements based on vendor-specific
objective evidence of fair value. Paragraph 12 of SOP 97-2
provides that, if sufficient vendor-specific objective evidence of fair value does not exist for the allocation of revenue to the various elements of the arrangement, all
revenue from the arrangement should be deferred.
12.

Paragraph 10 of SOP 97-2 establishes only two conditions
that constitute vendor-specific objective evidence of fair
value. Neither of those conditions allows for the determination of the fair value of an element of a multiple-element
arrangement that is never sold separately. A consequence
of not having separate sales of one or more elements under
SOP 97-2, as issued, is that all revenue from such an
arrangement would be deferred in accordance with paragraph 12 of SOP 97-2.

13.

In developing the "unbundling" guidance in SOP 97-2,
AcSEC deliberated the need for verifiable fair values of
each of the elements. AcSEC did not support permitting allocation of the sales price of the package of elements to the
individual elements using differential measurement, in
which an amount to allocate to an element for which there
is no separate vendor-specific objective evidence of fair
value is inferred by reference to the fair values of elements
for which there is vendor-specific objective evidence of fair
value and the fair value of the total arrangement.1 AcSEC
was concerned that, under differential measurement, any
difference between the fair values of the individual elements when sold separately and the fair value of the elements when sold as a package (that is, a discount) would be
allocated entirely to undelivered elements, possibly resulting in a significant overstatement of reported revenue in
the period in which the software is delivered.

14.

In arriving at its conclusion in SOP 97-2, AcSEC did not
deliberate situations in which software or other delivered
elements would always be sold with one or more services or other undelivered elements that qualify for separate accounting. In such situations, there could be
vendor-specific objective evidence of the fair value of the

1. Differential measurement encompasses the residual method described in this SOP.

undelivered elements when sold separately (for example,
by reference to renewal PCS or to the price for user training that is sold separately). Application of the conclusions
in paragraph 10 of SOP 97-2, however, would have resulted in a determination that there was not vendor-specific objective evidence of the fair value of the delivered
element (for example, software). The provisions in paragraph 12 of SOP 97-2 would have required the initial deferral of all revenue from such arrangements.
15.

Subsequent to the issuance of SOP 97-2, some AcSEC
members came to believe that it is inappropriate to defer
all revenue from the arrangement in such situations, because the use of the residual method would result in allocation of any discount entirely to the delivered element.
Thus, there would be no potential for overstatement of revenue at the time of initial delivery of the software element.
Indeed, it had been argued that recognizing no revenue
from the delivered software element in such circumstances
would inappropriately understate reported income.

16.

AcSEC considered this matter in light of paragraphs 95 and
96 of Financial Accounting Standards Board (FASB) Statement of Financial Accounting Concepts No. 2, Qualitative
Characteristics of Accounting Information. Those paragraphs state the following.
Conservatism no longer requires deferring recognition of
income beyond the time that adequate evidence of its
existence becomes available or justifies recognizing
losses before there is adequate evidence that they have
been incurred.
The Board emphasizes that any attempt to understate
results consistently is likely to raise questions about the
reliability and the integrity of information about those
results and will probably be self-defeating in the long
run. That kind of reporting, however well-intentioned, is
not consistent with the desirable characteristics described in this Statement. On the other hand, the Board
also emphasizes that imprudent reporting, such as may
be reflected, for example, in overly optimistic estimates
of realization, is certainly no less inconsistent with those
characteristics. Bias in estimating components of earnings, whether overly conservative or unconservative,
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usually influences the timing of earnings or losses rather
than their aggregate amount. As a result, unjustified excesses in either direction may mislead one group of investors to the possible benefit or detriment of others.

17.

On February 11, 1998, AcSEC issued an exposure draft of
an SOP, Deferral of the Effective Date of Certain Provisions
of SOP 97-2, Software Revenue Recognition, for Certain
Transactions. The exposure draft proposed deferring the
effective date of the provisions of paragraph 10 of SOP 972 with respect to what constitutes vendor-specific objective
evidence of fair value of the software element in multipleelement arrangements in which—
a. A software element is sold only in combination with
PCS or other service elements that qualify for separate accounting pursuant to SOP 97-2, or both.
b. There is vendor-specific objective evidence of the
fair value of each of the service elements determined
pursuant to paragraphs 10, 57, and 65 of SOP 97-2.

18.

None of the commentators on that exposure draft objected
to deferral of the effective date of paragraph 10 of SOP 972 with respect to multiple-element arrangements within
the scope proposed in the exposure draft. A significant
number of commentators were concerned, however, about
the implications of restricting the scope to only certain
multiple-element arrangements, and they urged AcSEC to
broaden the scope to all multiple-element arrangements.

19.

As a result of AcSEC's deliberations of the comment letters
on the February 11, 1998, exposure draft and examples of
arrangements brought to AcSEC's attention, AcSEC—
a. Concluded that, for arrangements for which there is
sufficient vendor-specific objective evidence of the
fair value of each element, even if each element is
not sold separately, the basis for deferral of revenue
recognition with respect to those elements that otherwise satisfied the criteria for revenue recognition
in SOP 97-2 needed to be reconsidered. Accordingly,
AcSEC expanded the deferral to encompass all multiple-element software arrangements.

b. Affirmed the requirement in SOP 97-2 that any allocation of the fee in a multiple-element arrangement to the
various elements should be based on fair values of each
element and that such fair values must be supported by
vendor-specific objective evidence, thus reinforcing the
applicability of that requirement to all arrangements.
These conclusions were set forth in SOP 98-4, Deferral of
the Effective Date of a Provision of SOP 97-2, Software
Revenue Recognition.
20.

On July 31, 1998, AcSEC issued an exposure draft of an
SOP, Modification of the Limitations on Evidence of Fair
Value in Software Arrangements (A proposed amendment
to SOP 97-2, Software Revenue Recognition). That exposure draft proposed rescinding the second sentences of
paragraphs 10, 37, 41, and 57 of SOP 97-2. Further, the exposure draft proposed that vendor-specific objective evidence of the fair value of any one element of an
arrangement could be inferred by reference to vendor-specific objective evidence of the fair value of the remaining
elements in the arrangement and vendor-specific objective
evidence of the fair value of the total arrangement. An example in the exposure draft suggested that such vendorspecific objective evidence of the fair value of the total
arrangement, which could differ from the arrangement fee,
might be provided by sufficiently consistent pricing for the
total arrangement in sales to other customers.

21.

Under AcSEC's July 31, 1998, proposal, any difference between the fair value of the total arrangement and the
arrangement fee (the discount) for the particular transaction would be allocated to each element in the arrangement
based on each element's fair value without regard to the discount, in accordance with paragraph 11 of SOP 97-2.

22. AcSEC received twenty comment letters on the exposure
draft. Although none of the commentators opposed modification of the evidentiary requirements of the second sentence of paragraph 10 of SOP 97-2, approximately half of
the commentators requested further guidance on some aspect of what would constitute vendor-specific objective evidence of fair value and on some aspect of what might
constitute "consistent pricing." Five respondents requested
14

reconsideration of the acceptability of methods, perhaps in
addition to the exposure draft method, that would permit
recognition of a "minimum" amount of revenue when vendor-specific objective evidence of fair value does not exist for
each element in an arrangement or for the total arrangement.
23.

The Software Revenue Recognition Working Group, which
had been advising AcSEC during this process, continued to
support the position in the exposure draft. However,
AcSEC was troubled by the significant number of comment
letters requesting more guidance on the terms consistent
pricing and vendor-specific objective evidence. In addition, certain comment letters explained that determining
vendor-specific objective evidence of fair value of total
arrangements is difficult because, in many cases, each sale
represents an independent negotiation. AcSEC believes
that, because of the wide variety of facts and circumstances that influence individual transactions, not all of
which can be anticipated, it cannot further define the term
consistent pricing without making arbitrary decisions and
drafting a multitude of rules. AcSEC believes that promulgating such specificity and arbitrary rules would be unwise.
AcSEC was further troubled by the concept that there
could be a fair value for a multiple-element arrangement
that differs from the price paid for the total arrangement,
which is negotiated between independent parties.

24.

AcSEC concluded, based on the information obtained during AcSEC's due process, that the approach proposed in
the July 31, 1998, exposure draft was not operational for
multiple-element software arrangements. This conclusion,
combined with concerns about the potential for a disproportionate allocation of any discount on an arrangement to
undelivered elements (possibly resulting in an overstatement of revenue reported in the period of initial delivery of
the software), caused AcSEC to conclude that it should retain the limitations on evidence of fair value in SOP 97-2.
AcSEC did agree, however, to provide for the use of the
residual method in circumstances where there is vendorspecific objective evidence of the fair value of all the undelivered elements in an arrangement but there is not
vendor-specific objective evidence of the fair value of one
or more delivered elements.

25. AcSEC notes that the residual method is not an acceptable alternative to allocation based on relative fair values when there
is vendor-specific objective evidence of the fair value of each element in a multiple-element arrangement. AcSEC acknowledges that the residual method represents an exception to the
revenue-recognition model in SOP 97-2 that the arrangement
fee should be allocated on the basis of relative fair values.
AcSEC believes, however, that, in the particular circumstances
discussed in this SOP, recognition of some revenue for delivered elements is more appropriate than deferral of all revenue.

Effective Date and Transition
26. AcSEC initially agreed that this SOP should be effective for
transactions entered into in fiscal years beginning after December 15, 1998, the date on which the deferral of certain
passages of SOP 97-2 that is provided by SOP 98-4 would
have expired. However, several subsequent letters from the
software industry stated that some software companies
would have difficulty implementing this SOP (and the provisions of SOP 97-2 that had been deferred for one year by
SOP 98-4) by that date. In response, AcSEC agreed to
change the effective date of this SOP to make it apply to
transactions entered into in fiscal years beginning after
March 15, 1999. Moreover, in order to avoid the need for
two accounting changes, AcSEC agreed to amend SOP 98-4
to extend the deferral period through fiscal years beginning
on or before March 15, 1999. AcSEC believes that this additional three-month period is sufficient to permit companies to implement both this SOP and the passages of SOP
97-2 that had been deferred by SOP 98-4.
27.

The transition provisions of both SOP 97-2 and SOP 98-4
are transaction based. It is, therefore, appropriate for this
SOP to be applied on a prospective basis to transactions
entered into in fiscal years beginning after March 15, 1999.

28.

The guidance that was deferred by SOP 98-4 was to have been
applied prospectively. As this SOP reinstates the guidance
in SOP 97-2 while adding one narrow exception, it is appropriate for this SOP to provide also for prospective application.

29.

Some entities may have adopted SOP 97-2 before its December 15, 1997, effective date and, upon the issuance of
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SOP 98-4, may have chosen not to restate their financial
statements to reflect the deferral of the application of the
second sentences of paragraphs 10, 37, 41, and 57 of SOP
97-2, as was permitted. Any differences in reported revenue
pursuant to SOP 97-2 from the revenue that would have
been reported under SOP 97-2 as amended by this SOP will
reverse as the revenue recognition criteria are met for the
undelivered elements of these arrangements. This is consistent with the transition methodology incorporated in SOP
97-2. AcSEC believes that it is therefore unnecessary to
permit retroactive application of this SOP by any entities.

Due Process
30.

The exposure draft that preceded this SOP proposed rescinding the second sentences of paragraphs 10, 37, 41, and
57 of SOP 97-2. Further, the exposure draft proposed that
vendor-specific objective evidence of the fair value of any
one element of an arrangement could be inferred by reference to vendor-specific objective evidence of the fair value
of the remaining elements in the arrangement and vendorspecific objective evidence of the fair value of the total
arrangement. An example in the exposure draft suggested
that such vendor-specific objective evidence of the fair
value of the total arrangement, which could differ from the
arrangement fee, might be provided by sufficiently consistent
pricing for the total arrangement in sales to other customers.

31.

The July 31, 1998, exposure draft did not propose the use
of the residual method that is required by this SOP. However, the comment letters on the exposure draft clearly
identified perceived weaknesses in the proposed approach.
The comment letters also included recommendations to
adopt the residual method in addition to the proposed approach that AcSEC ultimately rejected. Moreover, AcSEC
received and considered comments on the scope of the
February 11, 1998, exposure draft, which was similar to
the scope of this SOP. AcSEC concluded that it could reach
an informed decision based on the comments received on
the two exposure drafts, without issuing a revised exposure
draft for public comment.
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